I Introduction to Pakistan
(previous year) registered businesses, was 7 percent. As …gure 1 shows, this is lower than most regional averages around the world. For example, the entry rate in industrialised countries was 10.2 percent over the same period.
As entrepreneurship is often considered to be important for economic growth (Aghion et al, 1997; Schumpeter, 1934 ), Pakistan's low entrepreneurial activity is a problem that deserves attention. This chapter includes four subsequent sections. Section II will examine governmental policy on small and medium enterprises (subsequently abbreviated as SMEs) and entrepreneurship in Pakistan to demonstrate that the emphasis in Pakistan has been placed historically on large-scale manufacturing as opposed to SMEs. This has created a challenging economic and sociocultural environment for entrepreneurship and the state of small business in Pakistan on several dimensions, as explained in section III.
In particular, contract enforcement is very weak in Pakistan. This chapter will analyze, in some detail, a judicial reform implemented in Pakistan in 2002 to determine whether this reform increased entrepreneurship, and with which cost-bene…t ratio. The internationalization of entrepreneurs and SMEs from Pakistan will be discussed in section IV, subsequently followed by a conclusion in section V.
II Government policy on SMEs and entrepreneurship in Pakistan
It is important to examine Pakistan's history in order to understand these low entrepreneurial rates. As Ul Haque (2007) states, following the partition of India in 1947,
Pakistan put in place a heavily planned economy. A large set of legislation was created for a fully government-directed economy. For example, incentives to attract investment, such as licensed monopolies in protected markets and subsidised credit and inputs for certain activities, were designed to develop chosen priority sectors. While directing funds and energy towards these sectors, such policies might have inadvertently encouraged rent-seeking. Indeed, when wealth transfers can be attained through government licenses, policies and directives, entrepreneurial e¤orts will be directed towards gaining such transfers, and not towards undertaking innovation and bearing risk, which is
Schumpeter's de…nition of entrepreneurship.
In addition to being misdirected, policies in the 50s and 60s did not focus on the This approach changed in the 90s following the realization that the growth of a globally competitive SME sector through a conducive and facilitating environment could serve as an engine for growth and sustainability to the national economy 3 . Although they produce a quarter of manufacturing exports, most SMEs produce low value-added products 7 that rely on traditional technologies 8 .
Although integral to the national economy, the SME sector seems plagued by extremely low entry rates, as demonstrated in the introduction. These seem to be explained by the extremely challenging economic and sociocultural environment for entrepreneur-ship in Pakistan, which is well described by the "Doing Business" project 9 described below.
III.1 The investment climate in Pakistan
The "Doing Business"project tracks a set of regulatory indicators related to the investment climate faced by small and medium sized companies. According to this methodology and the "Doing Business in South Asia 2007"report, it is relatively easy to start a business, register property, deal with licenses and close a business in Pakistan. In contrast, the investment climate is much worse when it comes to employing workers, getting credit, paying taxes, and particularly enforcing contracts.
Pakistan's labor code imposes rigid hiring conditions and onerous …ring procedures (an employer must pay the equivalent of 90 weeks of salary in severance, penalties and notice to dismiss a worker, much higher than in the rest of South Asia). These two elements contribute to Pakistan's extremely low ranking on the "employing workers"
index (126th in the world).
Getting credit in Pakistan is hampered by weaknesses in collateral and bankruptcy laws. According to the "Doing Business" report, Pakistan ranks 93rd in the world on a legal rights index measuring the ability of laws to expand access to credit. However, Pakistan is one of few countries around the world with both public and private credit registries, which translates into greater scope, access and quality of credit information This low judicial performance could be explained by cumbersome legislation, inef…ciency of personnel, or lack of human or physical resources. In the remainder of this section, I will concentrate on the judiciary, identi…ed as the key weakness of Pakistan's investment climate, and, in particular, on an innovative judicial reform put in place in
Pakistan with the explicit objective of expediting its processes.
III.2 The 2002 Judicial Reform
A slow judiciary may a¤ect entrepreneurship by undermining entrepreneurs'con…dence in their property rights and by reducing their access to credit markets, as creditors have little assurance that they will be able to recover loans in cases of default (Jappelli et al, 2005) . Credit markets further a¤ect occupational choice (Banerjee et al, 1993) . This form was widely criticised in Pakistan, due to its costs (the reform was …nanced through a $350M loan from ADB 11 ) and to its nature (no changes in incentives for judges should result in no improvement of the judiciary). As the expected impact of the 2002 judicial reform that consisted in a delay reduction project is ambiguous, it is therefore important to empirically evaluate its impact on judiciary's speed and furthermore on the environment for entrepreneurship in Pakistan.
III.3 The evaluation of the 2002 judicial reform
Chemin (2007) evaluates the 2002 judicial reform using a unique feature of this reform:
case ‡ow management techniques were taught to civil and criminal judges in only 6 pilot districts out of 117 12 . Thus, it is possible to compare judicial outcomes and entrepreneurship of both types of districts (pilot and non-pilot), before and after the reform 13 . Figure This section showed that the Pakistani investment climate su¤ers from several weaknesses, including the regulatory framework to employ workers and pay taxes, and the ability to access credit. However, the main weakness seems to concern the contracting institutions. This chapter provides a description of a judicial reform that was successful (although not scaled up) in improving the environment that SMEs face. Similar judicial reforms might be a cost-bene…cial approach to encourage entrepreneurship in Pakistan.
IV Internationalization of entrepreneurs and SMEs from Pakistan
SMEs in Pakistan have had di¢ culties integrating into the global economy, as evidenced by the dramatic fall in exports from Pakistan in the late 90s ( Figure IV) . The "Pakistan
Country Assistance Strategy 03-05" published by the World Bank …nds that, while
Pakistan's export performance was equivalent to low and middle income countries and South Asia, growing at 7 percent or more a year in the 80s, export earnings fell by 2 percent a year between 1992 and 1999. This is in contrast with the continued export growth of low and middle income countries or South Asia in the 90s. This is mainly due to the "bias in resource allocation away from export-oriented and labor-intensive small and medium-size enterprises and toward domestic market-oriented and capital-intensive industries" 18 . Previously, section II showed the tendency of Pakistan's government to design industrial policies that heavily favor large-scale manufacturing over SMEs. An element of this policy was an internally-focused trade regime that protected import substituting and capital intensive industries (fertilizer, cement, synthetic …bers, motor vehicles) through high import tari¤s and targeted exemptions, and that simultaneously discriminated heavily against exports by raising the cost of input and raw materials.
Moreover, the high degree of political instability in the 90s, which resulted in a series of short lived governments, each with its own priorities and vested interests, exacerbated the opacity of an incentive regime combining high tari¤ protection with special concessions (exclusive licenses, franchises, tax concessions, preferential access to subsidised credit).
Policy shifts in 1997 spurred a move toward trade liberalization: maximum tari¤ was lowered from 65 percent to 45 percent and the number of concessions were reduced. This To what degree do you agree that the legal system will uphold contract and property rights?
